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CHAPTER  1 


TAXATION  AND  COMMERCIAL  DECISION-MAKING 

INTRODUCTION 

This  course  if  not  about  tax  shelters  or  tax 
avoidance.  Yet,  to  a  significant  extent,  that  is  the 
subject  matter.  The  paradox  is  easily  resolved:  our 
interest  is  the  dynamic  relationship  between  commercial 
actors  (who  are  also  taxpayers)  and  the  legislative  and 
regulatory  authorities  that  attempt  to  influence  their 
behaviour.  We  are  observing,  in  microcosm,  a 
world-historical  trend,  in  which  market-driven  behaviour  is 
shaped  by  command  structures. 

In  our  case,  the  "market"  is  the  taxation  system 
itself.  The  "product"  of  this  particular  legislative 
construct,  its  own  currency  if  you  will,  is  tax  revenue  (or 
the  forebearance  thereof).  In  the  recent  round  of  tax 
reform,  we  have  heard  a  good  deal  about  the  goal  of  a  "level 
playing  field",  a  tax  system  in  which  differently  situated 
but  economically  equivalent  players  would  be  subject  to  the 
same  rules,  and  have  the  same  opportunities.  Generally, 
such  discussions  reflect  a  very  rough-grained  point  of 
view:  the  levellers  seek  to  repeal  overt  sector  incentives 

and  differentials.  When  one  looks  at  the  finer  details  of 
the  income  tax  system,  one  discovers  ever  more  divergence 
between  the  consequences  flowing  from  various  ways  of 
implementing  commercial  decisions. 

In  this  course,  we  will  consider  particular 
examples  where  opportunities  created  by  the  income  tax  law 
have  prompted  a  particular  economic  behaviour.  Whether  such 
tax-motivated  decision-making  attains  the  heights  (or 
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reaches  the  depths)  of  "tax  avoidance"  depends  largely  on 
the  context,  and  the  prejudice  of  the  observer.  We  have 
chosen  to  appraoch  the  subject  through  an  historical 
study.  In  the  case  of  each  of  the  particular  topics  to  be 
examined,  the  legislator  has  already  intervened  to  restrict 
or  preclude  altogether  the  economic  activity  which  had  grown 
up  through  perceived  opportunities  created  by  the  tax 
system.  There  will  always  be  new  rules  and  new 
opportunities  discovered  and  presumably  exploited,  and  it  is 
for  this  reason,  and  for  the  insight  that  such  a  study  can 
have  on  this  process  in  the  future,  that  we  have  devised 
this  course. 

Tax  Avoidance 

Taxpayers  are  sometimes  cast  as  huntsmen,  their 
advisors  as  hounds  and  the  cowering  Revenue  as  the  fox.  In 
practice,  tax  planning  (certainly  tax  planning  "at  the 
frontier")  has,  indeed,  been  managed  as  a  kind  of  game,  a 
contest  of  wits  pitting  citizens  against  administrators  and 
legislators  in  a  medieval  tournament  with  ever  more  complex 
rules.  The  game  can  appear  either  sinister  or  sublime,  and 
the  judgment  implicit  in  the  sobriquet  "avoidance"  depends 
more  upon  the  methodology  than  the  result.  Any  significant 
reduction  of  tax  could  be  avoidance,  but  the  abusive  type  of 
tax  minimization  is  more  readily  perceived  where  rules  are 
twisted  to  unrecognizable  shapes,  or  where  the  operation  is 
so  crass  as  to  barely  acknowledge  the  very  existence  of  the 
restrictions  it  evades.  On  the  other  hand,  in  a  complex  and 
highly  articulated  tax  system  such  as  ours,  the  mere  act  of 
seeking  out  channels  which  allow  for  a  lesser  fiscal  burden 
is  hard  to  criticize.  The  boundary  is  not  always  easy  to 
discern  between  such  caution  ("or  tax  mitigation")  and  the 
more  aggressive  behaviour,  which  actively  searches  for 
anomalies  and  the  legal  operations,  void  of  any  commercial 
purpose,  which  can  exploit  them. 
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Where  the  legislator  has  not  acted  specifically  to 
close  a  "loophole"  or  proscribe  a  form  of  transaction,  the 
taxpayer  has  often  felt  free  to  act.  Raskolnikov  thought 
that  "everything  is  permitted";  some  Canadian  taxpayers  have 
modified  the  prescription  to  "everything  is  permitted  which 
is  not  expressly  prohibited".  The  judicial  response  has 
been,  perhaps,  predictable.  In  extreme  cases,  something 
tends  to  go  wrong  for  the  scheme  (perhaps  there  was  no  trust 
or  partnership,  or  some  other  legality  was  found  lacking). 

In  those  cases  the  courts  find  a  basis  to  intervene.  But 
globally,  the  courts  have  not  been  prepared  to  embark  upon  a 
road  of  judicial  legislation,  as  was  the  case  in  the  United 
States  for  example,  and  establish  their  own  general 
doctrines  of  tax  avoidance.  Overall,  the  Canadian  judicial 
(and  indeed  administrative)  approach  to  tax  avoidance  has 
not  been  consistent. 

Thus,  while  Canadian  courts  have  had  a  nodding 
acquaintance  with  notions  such  as  the  requirement  that  a 
transaction  have  a  "business  purpose",  these  broad  (and, 
some  might  suggest,  empty)  concepts  have  not  been  generally 
adopted.  The  Supreme  Court  of  Canada  finally  attempted  to 
put  to  rest  this  particular  debate,  confirming  that  there  is 
no  such  doctrine  (business  purpose)  in  Canadian  law,  at 
least  as  an  over-arching  rule.  However,  recognizing  the 
need  to  curb  artificial  or  blatant  tax  avoidance,  the  Court 
offered  its  own  "guidelines".  (Stubart  Investments  Ltd. 
v.  The  Queen,  [1984]  CTC  294  at  316-17)  They  are  worth 
serious  study  by  any  student  of  the  subject. 

Arguably,  the  judicial  development  ( Stubart  and  others, 
such  as  The  Queen  v.  Bronfman  Trust,  [1987]  1  CTC  117)  is 
sufficient  to  protect  the  fisc.  However,  matters  are  not 
perceived  thusly.  In  the  February  1987  Budget,  the  Minister 
of  Finance  announced  that,  nothwithstanding  a  recent  bevy  of 
additional  specific  legislation  aimed  at  curbing  particular 
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abuses,  new  general  anti-avoidance  legislation  would  also  be 
forthcoming.  Indeed,  such  a  step  was  announced  in  the 
context  of  the  tax  reform  exercise  on  June  18,  1987. 


The  proposed  new  general  anti-avoidance  rule  is  to 
be  substituted  for  the  existing  section  245  of  the  Income 
Tax  Act.  As  expressed  in  the  technical  notes  accompanying 
the  proposal,  the  new  provision  is  not  designed  to  prevent 
"tax  planning",  but  to  permit  (or,  more  accurately  perhaps, 
to  prod)  Revenue  officials  to  attack  blatant  and  abusive 
transactions  which  pervert  the  system.  Perhaps  this  is  a 
legislative  adoption  of  the  message  of  the  Supreme  Court  of 
Canada,  a  Parliamentary  version  of  the  "smell  test".  Again, 
a  reading  of  the  tax  reform  discussion  paper,  with  the 
proposed  new  section,  is  an  important  background  to 
understanding  the  problem  of  tax  avoidance. 


Specificity  in  Legislation 


Certainly  since  1971,  the  legislator  has  not 
primarily  relied  upon  either  general  anti-avoidance 
provisions  in  the  Income  Tax  Act,  or  upon  the  administrative 
vigour  of  the  Department  of  National  Revenue,  to  protect  the 
fisc  from  marauding  taxpayers  or  to  uphold  the  integrity  of 
tax  incentives  delivered  through  the  income  tax  system. 
Although  the  Carter  Commission,  in  the  build-up  to  tax 
reform  (1971),  did  gather  evidence  suggesting  that  specific 
measures  without  general  support  were  doomed,  tax  policy  in 
the  1970's  and  1980 's  has  looked  to  increasingly 
complicated,  even  Byzantine,  statutory  machinery  to  prevent 
predictable  or  empirically  discovered  tax  avoidance  and, 
more  generally,  to  shape  the  contours  of  taxpayer  behaviour. 


Not  surprisingly,  this  effort  has 
universally  successful.  It  is  interesting 
Mr.  Justice  Estey's  explanation  of  his  own 


not  been 
to  reflect 
guidelines 


upon 
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delivered  in  Stubart: 


"These  interpretative  guidelines,  modest 
though  they  may  be,  and  which  fall  well 
short  of  the  bona  fide  business  purpose 
test  advanced  by  the  respondent,  are  in 
my  view  appropriate  to  reduce  the  action 
and  reaction  endlessly  produced  by 
complex,  specific  tax  measures  aimed  at 
sophisticated  business  practices,  and  the 
inevitable,  professionally-guided  and 
equally  specialized  taxpayer  reaction. 
Otherwise,  where  the  substance  of  the 
Act,  when  the  clause  in  question  is 
contextually  construed,  is  clear  and 
unambiguous  and  there  is  no  prohibition 
in  the  Act  which  embraces  the  taxpayer, 
the  taxpayer  shall  be  free  to  avail 
himself  of  the  beneficial  provision  in 
question . " 


It  is  just  that  dialectical  tension  of  action  and  reaction 
which  establishes  the  arbitrage  opportunities  that  form  the 
backdrop  for  our  investigation. 


It  is  to  be  observed  that  specificity  has  taken 
hold  not  merely  in  connection  with  tax  avoidance,  but  more 
broadly  as  an  approach  to-  the  regulation  of  economic 
activity  through  the  tax  system.  This  is  also  significant 
to  our  inquiry,  since  the  specific  rules-system  with  which 
we  are  dealing  cannot  necessarily  be  categorized  as 
comprising  "avoidance"  provisions.  While  not  all  of  our 
discussion  will  focus  on  highly  detailed  systems,  a 
substantial  part  will. 


Tax  expenditures 

This  is  no  place  to  embark  upon  a  study  of  tax 
expenditure  theory  and  practice.  It  is  important  to 
recognize  that  governments  have  either  not  felt,  or  have 
been  unable  to  resist,  the  temptation  to  use  the  tax  system 
for  purposes  quite  removed  from  its  original  function  as  a 
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for  raising  State  revenues.  The  potential  of  the 
tax  law  as  a  device  for  creating,  "targetting", 
ing  and,  not  to  be  overlooked,  hiding  government 
and  incentives  has  been  recognized  and  exploited  with 
igour  and  regularity.  A  recurring  policy  problem 
by  such  activity  is  how  to  confine  or  control  the 
ve  once  it  is  created  (the  Frankenstein  syndrome), 
omatic  delivery  of  funds  through  the  tax  system  is 
e  great  strength  and  the  fatal  weakness  of  tax-based 
ves  . 


Such  tax-based  commercial  incentives  lie  at  the 
heart  of  this  course.  We  are  not  concerned  with  mere  tax 
avoidance  (eg.  commodity  straddles  or  other  "off  the  shelf" 
schemes  to  reduce  income),  let  alone  tax  evasion  (the 
underground  economy,  as  it  is  euphemistically  called).  Our 
subject  is  a  by-product  of  the  sensational  growth  in  tax 
expenditures  to  promote  industrial  or  commercial  activity, 
primarily  in  the  1970's.  The  legacy  of  these  incentives, 
deductions  and  credits  is  an  "overhang",  estimated  at 
upwards  of  $18  billion,  which  clouds  the  collection  of 
revenue  in  future  and  the  construction  of  a  rational  income 
tax  system  in  the  present. 

In  a  nutshell,  the  incentives  exceeded  the  tax  base 
of  those  to  whom  they  were  directed.  In  some  cases,  this 
result  was  self-evident  from  the  outset:  a  start-movie 
producer  or  software  development  company  obviously  would  not 
have  enough  income  to  absorb  super  deductions.  This,  in 
turn,  leads  to  a  fundamental  tax  policy  issue:  are  the 
unclaimed  incentives  a  corporate  "asset"  susceptible  of 
market  realization  like  any  other,  or  are  they  specific  to 
the  taxpayer  to  whom  they  were  granted,  such  that  a 
realization  by  transfer  should  be  regarded  as  inadmissible 
tax  avoidance? 
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It  is  worth  mulling  over  this  question,  for  much  of 
this  course  will  be  spent  struggling  with  the  mechanical 
responses  which  follow  from  a  conclusion  that  many  such 
incentives  do  indeed  "run  with"  the  taxpayer,  and  should  be 
non-t ransf erable .  In  the  end,  the  response  must  probably  be 
based  more  on  politics  and  fiscal  constraints  than  policy. 

Be  that  as  it  may,  this  determination  grounds  our 
investigation  of  how  taxpayers  and  fiscal  authorities  joust 
over  the  realization  of  unclaimed  tax  incentives. 

Tax  Shelters 


A  "tax  shelter"  may  be  the  creation  of 
and  promoters  or,  more  commonly,  a  creature  of  s 
our  context,  which  seeks  to  examine  legislative 
of  tax  policy,  only  the  latter  arrangements  are 


tax  advisors 
tatute.  In 
development 
considered . 


Thus,  two  of  the 
intentional  tax  expenditur 
income  tax  in  these  cases 
the  legislator.  The  under 
the  foregone  revenues  are 


proposed  topics  relate  to  open  and 
e  programmes.  "Avoidance"  of 
is  countenanced  and  promoted  by 
lying  theory,  presumably,  is  that 
being  put  to  good  use. 


Films  represent  a  relatively 
tax  incentive  was  granted  in  the  form 
cost  allowance,  and  without  the  restri 
applicable  to  so-called  "leasing  prope 
investors  could  thus  "shelter"  other  i 
arising  from  inadequate  or  postponed  f 
Promoters  and  advisors  quickly  exploit 
unanticipated  manner.  Through  various 
recourse  financing  and  revenue  guarant 
could  effectively  be  assured  a  return 
savings,  without  regard  to  the  profita 
the  film.  The  transactions  reflected 
"sale"  of  deductions,  without  any  appa 
to  show  for  the  lost  tax  revenues. 


primitive  case.  The 
of  high  rate  capital 
ctions  normally 
rties"  .  Film 
ncome  with  a  write-off 
i 1m  revenues . 
ed  the  incentive  in  an 
types  of  limited 
ees,  the  investor 
largely  based  on  tax 
bi-lity  or  otherwise  of 
nothing  more  than  a 
rent  economic  benefit 
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The  action  and  reaction  followed  two  basic  paths. 

To  deal  with  the  limitation  of  recourse,  the  legislator 
provided  a  form  of  at-risk,  rule  (and  the  administrators 
tried,  weakly,  to  litigate).  To  better  target  the  incentive 
they  isolated  "Canadian"  films  as  the  main  beneficiaries  of 
government  largesse.  With  tax  reform,  the  Minister  of 
Finance  effectively  announced  the  end  of  the  more  generous 
incentives.  There  are  many  possible  messages.  One  may  be 
that  the  programme  has  run  its  course. 

The  subject  of  scientific  research  tax  credits 
raises  the  spectre  of  shady  and  disreputable  middle-men, 
fraudulent  promoters  and  a  shockingly  lax  administrative 
apparatus.  Yet,  the  origin  of  the  rules  lies  in  a  simple 
and  even  creative  attempt  to  establish  an  efficient  delivery 
system  for  government  credits.  Research  and  development  has 
for  some  time  been  the  subject  of  handsome  incentives,  so 
handsome  that  most  researchers  were  unable  to  use  them 
currently.  The  SRTC  replaced  earlier  vehicles  (such  as 
scientific  research  investment  contracts  and  scientific 
research  partnerships)  with  a  government  sponsored  programme 
to  establish  a  "market"  for  the  credits.  The  investor  would 
no  longer  have  to  be  concerned  with  qualification  of  the 
research,  and  extreme  flexibility  in  financing  arrangements 
was  contemplated. 

The  development  of  the  "quick  flip'  was  a  natural 
consequence  of  the  SRTC  programme  (and,  indeed,  antedates 
its  enactment).  What  was  not  contemplated  was  the 
administrative  difficulty  and  the  lack  of  any  serious  and 
effective  control  on  fraudulent  behaviour. 
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Financing  with  the  Overhang 

The  most  comprehensive  and  complicated  of  the 
course  topics  is  preferred  share  financing.  The  reason  for 
its  existence,  and  complexity,  lies  in  the  inherent 
arbitrage  opportunities  arising  out  of  (i)  significant  tax 
incentives,  exceeding  the  absorption  of  the  direct 
beneficiaries,  and  (ii)  the  "after-tax"  treatment  of 
dividends  on  shares.  Following  an  initial  decision  (in 
1978)  to  shut  down  the  preferred  share  market  as  a  device 
for  the  economic  transfer  of  tax  benefits  from  the 
corporations  which  earned  them  to  the  banks  which  financed 
them,  the  (at  least)  annual  tuning  of  the  rules  reflects  the 
extreme  sophistication  and  supple  responsiveness  of 
financial  markets. 

The  intriguing  aspect  of  this  topic  is  the 
relentless  attempt  by  Finance  officials  to  prevent  an 
apparently  irrepressible  behaviour.  Notwithstanding  eight 
years  of  ever-more  restrictive  legislation,  resort  was 
finally  had  to  an  entirely  new  approach  in  the  June  18,  1987 
tax  reform  proposals.  We  have  yet  to  see  its  effects.  This 
topic  also  presents  an  excellent  opportunity  to  second  guess 
the  policy-makers  with  the  advantage  of  hindsight:  given  the 
taxpayer  response  to  successive  amendments,  what  might  have 
been  done  differently? 

Tax  Arbitrage 

The  fourth  topic  also  reveals  the  impact  of 
financial  markets  on  tax  policy.  In  this  case,  the  markets 
have  repeatedly  sought  to  "carve  up"  the  financial 
attributes  of  an  investment  into  income  and  capital 
components,  with  a  view  to  matching  the  proper  customer  with 
the  best  investment.  While  sounding  innocent  enough,  this 
exercise  has  enormous  implications  for  government  revenues, 
and  therefore  remains  a  further  source  of  irritation. 
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From  a  policy  perspective,  one  can  question  what  is 
wrong  with  such  a  goal.  Many  financial  instruments  have,  as 
their  raison  d'etre  to  allow  differently  placed  investors 
(pension  funds,  non-residents,  individuals,  corporations)  to 
participate  in  corporate  finance  in  the  most  tax-efficient 
manner.  Many  provisions  of  the  Income  Tax  Act  seem 
expressly  designed  to  foster  such  instruments 
(eg.  withholding  tax  exemptions,  treaty  exemption  for 
foreign  pension  funds,  inter-corporate  dividends 
deductions).  Why,  then,  react  against  schemes  to  increase 
the  "leverage",  by  further  enhancing  each  investor's  return? 
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nancing  methods  raise  difficult  technical 
problems,  although  the  two  worlds  are  not 
because  the  securities  or  mechanisms  are 
fall  in  the  interstices  of  both  tax  policy 
In  fact,  the  question  of  legal 
a  pre-requisite  to  determining  the  tax 
itself  be  subject  of  some  real  difficulty 
instruments.  This  leads  us  to  the  last 
introductory  notes. 


The  Corporate/Securities  Dimension 


The  foregoing  comments  have  been  restricted  to  tax 
and  tax  policy.  An  important  dimension  in  the  course  has 
been  purposely  omitted.  If  the  desired  tax  results  are  to 
obtain,  the  transactions  must  be  "real",  and  must  give  rise 
to  certain  legal  consequences  the  tax  effects  of  which  are 
being  sought.  The  original  conception  of  "sham" 
transactions  looks  precisely  to  the  actual  legal  right  and 
obligations  of  the  parties,  as  compared  to  those 
documented.  Certainly  when  the  transactions  are  public,  or 
effected  through  market  intermediaries,  one  would  expect 
significant  attention  to  legal  detail. 
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Whether  one  wishes  to  view  it  as  an  indictment  of 
the  legal  system,  or  a  compliment  to  its  flexibility,  the 
fact  is  that  only  rarely  has  the  corporate  or  securities  law 
presented  a  serious  impediment.  Somehow,  when  the  Income 
Tax  Act  can  be  used  to  subsidize  an  investment,  the  law 
governing  the  transaction  can  usually  be  manipulated  to 
permit  it.  The  professional  advisor  referred  to  by 
Mr.  Justice  Estey  in  the  Stubar t  case  always  seems  to  be 
able  to  rise  to  the  occasion. 

This  is  not  to  say  that  company  law,  securities  law 
and,  indeed,  the  general  body  of  private  law,  do  not  play  a 
significant  part  in  effecting  tax-motivated  transactions  of 
the  type  discussed  above.  On  the  contrary,  the  interaction 
of  the  disciplines  represents  a  rich  field  of  inquiry.  But 
these  are  technical  matters.  The  commercial  lawyer  is 
required  to  devise  a  mechanic  to  implement  the  tax-motivated 
transaction.  Often  there  are  a  number  of  difficult  legal 
issues  confronted,  but  these  are  generally  overcome. 

However,  the  commercial  lawyer  is  looked  to  for 
more  than  mere  implementation.  That  something  more  is  the 
elimination  of  investor  risk.  By  eliminating  in  practical 
terms  investor  risk  from  the  investment  proposal,  the 
commercial  lawyer  often  undermines  the  very  tax  policy  that 
lead  to  the  legislative  initiative.  This  tension  is 
especially  evident  in  the  area  of  tax  expenditures.  In  the 
case  of  preferred  share  financing,  the  commercial  lawyer  has 
attempted  to  create  a  vehicle  which  offers  investors  the 
favourable  tax  treatment  afforded  shareholders  with  the 
legal  protection  granted  to  secured  debt  holders.  When  the 
investment  vehicle  is  offered  to  the  public,  the  risks  or 
lack  thereof  to  the  investor  raise  difficult  disclosure 
questions  under  our  securities  laws.  As  we  review  the 
detailed  tax  rules,  the  policy  behind  them  and  the 
methodology  employed  to  exploit  the  opportunities  created  by 
these  rules  in  the  chapters  that  follow,  you  are  encouraged 
to  consider  how  successful  the  commercial  lawyer  has  been. 
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